UNITED STATESBANKRUPTCY COURT

NORTHERN DISTRICT OF OKLAHOMA Filed Do cketed

IN RE: Anugust 27,2004

Case No. 01-05508-R
(Chapter 11)

SHEFFIELD STEEL CORPORATION,
a Delawar e cor por ation,

WADDELL'SREBAR FABRICATORS,
INC., aMissouri corporation,

Case No. 01-05509-R
(Chapter 11 Jointly Administered
with Case No. 01-05508-R)

WELLINGTON INDUSTRIES, INC.,
a Delawar e cor por ation,

Case No. 01-05510-R
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Debtors and Debtorsin Possession.

SHEFFIELD STEEL CORPORATION,
Plaintiff,

VS. Adv. No. 03-0134-R

N N N N N N N N N N N N N N N N N N N N

HMK ENTERPRISES, INC., STEVENE. )
KAROL, and ROBERT W. ACKERMAN, )

)
Defendants. )

ORDER DENYING DEFENDANTS MOTION TO DISMISS

Before the Court is the Defendants Motion to Diamiss (Firss Amended Adversary Complaint)
(WithRequest for Oral Argument)* (Adv. Doc. 39) filed by DefendantsHMK Enterprises, Inc. (“HMK”),
Steven E. Karol (“Karal”) and Robert W. Ackerman (*Ackerman”) (collectivey the “Defendants’) on

January 23, 2004 (the “Motion”); Defendants Brief in Support of Defendants Mation to Dismiss (First

!Because matters outside the pleadings may not be considered on a motion to dismiss and the
parties arguments are well briefed, the Court concludes that ord argument is unnecessary.



Amended Adversary Complaint) (Adv. Doc. 40) filed on January 23, 2004 (“Defendants Brief”); and
Faintiff’s Brief in Response to Defendants Motion to Dismiss (Adv. Doc. 47) filed by Plantiff Sheffidd
Sted Corporation (“ Sheffiedd”) on February 24, 2004 (“ Sheffidd' s Brief”).
l. Jurisdiction

The Court hasjurisdictionof this*“ core’ proceeding by virtue of 28 U.S.C. 88 1334, 157(a), and
157(b)(2)(B), (C), (H), and (O); Miscellaneous Order No. 128 of the United States Didtrict Court for the
Northern Didrict of Oklahoma Order of Referra of Bankruptcy Cases effective July 10, 1984, as
amended; and 1 13.01(f) of the Second Amended and Restated Joint Plan of Reorganization, as confirmed
by the Order Confirming Second Amended and Restated Joint Plan of Reorganization of Sheffield Sted
Corporation, Waddd |’ s Rebar Fabricators, Inc. and Wellington Industries, Inc. (Doc. 734 in Sheffidd's
bankruptcy case, Case No. 01-05508-R)).
. Contentions of the parties

In the Motion, Defendants move to dismiss Counts |11 (Improper Dividends - Directors), IV
(Improper Dividends - Shareholders), and V11 (Breach of Fiduciary Duty) of Sheffidd’'s Firsst Amended
Adversary Complaint (the “ Complaint”) for falure to state a clam upon which rdief may be granted.

InCount I11 of the Complaint, Sheffidd alegesthat Karol and Ackermanare persondly jointly and
severdly lidble under Delaware law for authorizing, as directors of Sheffied, the payment of dividendsto
shareholders in December 1997, January 1998 and October 1999, notwithstanding the absence of a
“surplus’ or “net profits’ at the time of payment, rendering such payments unlawful under Delaware law.
Karol and Ackerman clam that Sheffidd is attempting to imply a private right of action from Section154

of the Delaware Generd Corporation Law, the provison which defines “surplus,” that no private right of



action exists under Section 154, and that even if such an action were viable, it is barred by athree year
datute of limitations  Sheffield argues that Karol and Ackerman have misnterpreted the Complaint.
Sheffield states that it does not seek to derive aprivate right of action from Section 154, but rather that it
has stated adam under Section 174(a) of the Delaware Genera Corporation Law for awillful or negligent
violationof Section 173 thereof, whichimposes persond ligbility on corporate directors for aperiod of six
years after the payment of an unlawful dividend.

InCount IV of the Complaint, Sheffidd seeksto recover the dlegedly unlawful dividendsfromthe
shareholder recipients— HMK, Karol and Ackerman. Again Defendants contend that no privateright of
action exigts with respect to Section 154 and that under Delaware common law, an unlawful dividend is
recoverable from its recipient only upon ashowing of bad fath, an dement not dleged in the Complaint.
Defendants contend that this claim isdso time-barred. Sheffield contends, again, that it is not attempting
toimply aprivateright of actionfrom Section 154, but is asserting its clam under Delaware common law.
Sheffidd further argues that an expandve reading of the Complaint, taken as a whole, satisfies any
requirement that bad faith be imputed to the shareholders receiving the dividend because the Complaint
dlegesthat Karol and Ackerman were grosdy negligent or reckless in authorizing the dividends when no
aurplus existed, and that the unlawful dividends were paid to (and accepted by) themsalves or in the case
of HMK, a company within Karol’s control. Findly, Sheffield contends that under Delaware law, the
datute of limitations cannot be asserted to shidd Defendants from ligbility arisng from acts of sdif-dedling
or breaches of fiduciary duties.

InCount V11 of the Complaint, Sheffield seeks to recover damagesfromKarol and Ackermanfor

breaching fiduciary duties imposed upon corporate directors by declaring, paying and receiving unlawful



dividends. Karol and Ackermancontend that Sheffidd’ s *information and belief” dlegation that Sheffidd
was inolvent rendersthe dam defective and that the claim is barred by the tatute of limitations. Sheffidd
arguesthat the Complaint contains an unequivocd alegationof insolvency and that the statute of limitations
cannot be asserted to defend a corporate director’ s breach of fiduciary duty under Delaware law.
[I1.  Standard for evaluating motion to dismiss

In evaluating a motion to dismiss for fallure to state a cognizable clam pursuant to Rule 12(b)(6)
of the Federal Rulesof Civil Procedure (made applicable to this adversary proceeding by Bankruptcy Rule
7012(b)), “it must appear beyond doubt that the plaintiff can prove no set of facts that would entitle him

to relief.” Swanson v. Bixler, 750 F.2d 810, 813 (10" Cir. 1984) (citations omitted). The Court must

“assume astrue the facts asserted in the complaint and construe the well-pleaded dlegations infavor of the

plaintiff.” Ballenv. Prudential Bache Securities, Inc., 23 F.3d 335, 336 (10" Cir. 1994). “All ressonable

inferences mugt be indulged in favor of the plantiff, . . . and the pleadings must be liberaly construed.”
Swanson, 750 F.2d at 813 (citation omitted).
V.  TheComplaint

The rdevant well-pleaded factsthat the Court assumesaretrue for the purpose of this Motion are
summarized as follows

Sheffidd is a Delaware corporation which filed a voluntary petitionfor relief under Chapter 11 of
the Bankruptcy Code on December 7, 2001. Complaint, 5, 7. Prior to the commencement of the
bankruptcy case and at dl times rdevant to the Complaint, Karol and Ackerman were directors of
Seffidd and Karol, Ackermanand HMK were shareholders of Sheffidd. 1d., 16, 9-11, 32, 39, and 52-

58. On December 8, 1997, Karol and Ackerman, asdirectors, caused Sheffield to pay adividend in the
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amount of $8,995,544.00 to HMK, acompany controlled by Karol. 1d., 10, 58. On January 2, 1998,

Karol and Ackerman, as directors, caused Sheffield to pay a dividend in the amount of $90,113.00 to
Ackerman and a dividend inthe amount of $30,096.00 to Karol. Id. Sheffidd wasinsolvent a thetime,

or became insolvent as a result of the payment of these dividends. 1d., 11 17. Sheffidd did not have a
“surplus’ or “net profits,” as those terms are defined in Ddl. Code Ann. tit. 8, § 154, at the time of the
payment of the dividends. 1d., 11 34-35. Sheffidd’ s audited financial statements indicated that as of April

30, 1998, Sheffidd had a negative net worth of $14,126,000.00. 1d., T 13.

On October 15, 1999, Karol and Ackerman, as directors, caused Sheffield to pay dividends to
HMK in the amount of $2,293,981.28, to Ackerman in the amount of $91,715.90, and to Karal in the
amount of $6,594.13. 1d., 112. Sheffidd wasinsolvent a thetime, or became insolvent asaresult of the
payment of these dividends. Id., §17. Sheffield did not have a“surplus’ or “net profits” asthoseterms
are defined in Del. Code Ann. tit. 8, 8 154, at thetime the dividendswere paid. 1d., 134-35. Sheffidd's
audited finanda statements indicated that as of April 30, 2000, Sheffield had a negative net worth of
$19,213,000.00. Id., 113.

Karol and Ackermanfaledtoinsurethat Sheffidd satisfied dl gpplicable requirementsof Delaware
law, induding the requirementsimposed by Delaware law relating to the financid conditionof acorporation
before a corporation may declare and pay a cash dividend. 1d., 157. In authorizing the payment of
dividends to themsdves and to a company controlled by Karol under the financid circumstances aleged
above, Karol’ sand Ackerman’ sconduct was either wilful (i.e., performed withknowledge of the statutory

violation), grosdy negligent or reckless. 1d., 53-58. Itisreasonabletoinfer that Karol’ sand Ackerman's



gate of mind as directors of Sheffidd may be imputed to establish the state of mind of Karol, Ackerman
and HMK as shareholders.
V. Conclusions of law

A. Count 111 (Improper Dividends - Directors)

As daed in Sheffidd s Brief, Defendants fall to appreciate the gravamen of Sheffidd’'s damin
Count I11.  Although Sheffield does not identify the statutory basis for itsdamin the Complaint, it clearly
assertsthat Karol and Ackerman are persondly lidhle to Sheffidd “ under gpplicable Delawarelaw . . . for
the payment of any dividend plus interest thet is not made in compliance with 8 Dd. Stat. § 154,” which
isthe sectionof the Delaware Genera Corporation Law that defines” surplus’ and “net assets.” Complaint,
1136. In assessing the sufficiency of acomplaint on amotion to dismiss, “[ijnstead of asking whether the
complaint points to the gppropriate statute, a court should ask whether rdlief is possible under any set of

facts that could be established congstent with the dlegations” Bartholet v. Reishauer A.G., 953 F.2d

1073, 1078 (7" Cir. 1992).

Delaware statutory law impaoses liability on directors for declaring and causing the corporation to
pay unlawful dividends. Section 173 of the Delaware Generd Corporation Law statesin relevant part that
“[n]ocorporationshdl pay dividends except inaccordance withthis chapter.” Del. Code Ann. tit.8,8173
(“Section 173"). Limitations on the payment of dividendsis set forth in Section 170(a) of the Delaware
Generd Corporation Law, which providesin pertinent part—

The directors of every corporation, subject to any restrictions contained in its certificate

of incorporation, may declare and pay dividends uponthe sharesof itscapital stock, or to

itsmembersif the corporation is anonstock corporation, either (1) out of its surplus, as

definedin and computedin accor dance with 88 154 and 244 of thistitle, or (2) incase
there shdl be no such surplus, out of its net profits for the fiscd year in which the



dividend is declared and/or the preceding fiscd year. If the capita of the corporation,
computedin accordance with 88 154 and 244 of thistitle, shdl have beendiminished
by depreciation in the vaue of its property, or by losses, or otherwise, to an amount less
than the aggregate amount of the capita represented by the issued and outstanding stock
of dl classes having a preference upon the digtribution of assets, the directors of such
corporationshdl not declare and pay out of suchnet profitsany dividends uponany shares
of any dasses of its capital stock until the deficiency in the amount of capita represented
by the issued and outstanding stock of dl classes having a preference uponthe distribution
of assets shall have been repaired.

Dd. Code Ann. tit. 8, 8 170 (emphasis added) (“ Section 170”). Thus, Section 170 invokes Del. Code
Ann. tit. 8, § 154 (“ Section 154”), the statute cited by Sheffidd in its Complaint as defining the financid
circumstances under which dividends may be legdly paid. Section154 defines“surplus’ and “net profits’
asfollows-

The excess, if any, a any given time, of the net assets of the corporation over the amount
s0 determined to be capital shall besurplus. Net assets means the amount by which total
assets exceed totd ligbilities. Capita and surplus are not ligbilities for this purpose.

Del. Code Ann. tit. 8, § 154.

Ddaware law makes directors persondly liadle for declaring and causing a corporation to pay
dividends in the absence of “surplus’ or “net assets” Section 174 of the Delaware General Corporation
Law provides—

Liability of directorsfor unlawful payment of dividend or unlawful stock purchase
or redemption; exoneration from liability; contribution among directors;
subrogation.

(@ Incase of any wilful or negligent violaion of § 160 or 173 of this title, the directors
under whose adminigtration the same may happen shdl be jointly and severdly liable, at
any time within 6 years after paying such unlawful dividend or after such unlanful stock
purchase or redemption, to the corporation, and to its creditors in the event of its
dissolution or insolvency, to the full amount of the dividend unlawfully paid, or to the full
amount unlawfully paid for the purchase or redemption of the corporation's stock, with
interest fromthe time suchliability accrued. Any director who may have been absent when



the same was done, or who may have dissented from the act or resolution by which the

same was done, may be exonerated fromsuch liability by causing his or her dissent to be

entered onthe books containing the minutes of the proceedings of the directorsat the time

the same was done, or immediately after such director has notice of the same.

Dd. Code Ann. tit. 8, § 174(a) (“Section 174(a)").

Inthe Complaint, Sheffield dlegesthat Karol and Ackerman, as directors, declared dividendsand
authorized Sheffidd to pay dividendsto sharehol ders notwithstanding that Sheffield lacked asurplus or net
profitsfromwhichthe dividends could be legitimately paid under Section 170. Thus, Sheffidd hasdleged
facts that would establish, if proven, aviolation of Section173, i.e., the payment of dividends contrary to
the limitations contained in Section 170. The consequences for such aviolation are set forth in Section
174(a)—that is, the directors who authorized the payment of unlawful dividends become persondly liable
to the corporationfor the full amount of dividends unlawfully paid with interest thereon. It isnot necessary
to plead or establish that the directors knew the dividends were unlawful; under Section 174(a), lidbility
flows even from negligent violations of Section 173. Sheffield aleges that Karol and Ackerman were
grosdy negligent or reckless, whichexceedsthe least culpable state of mind necessary to establish aclam
under Section 174(a).

Because Sheffidd' s Complaint states adamunder Section 174(a), astatute that fully definesboth
the dements of a clam againg corporate directors for authorizing the payment of unlawful dividends and
the remedy available to the corporation, the Court need not address Karol and Ackerman’ sargument that

no private right of action may be implied from the terms of Section 154. Sheffidd disclams any attempt

to imply a private right of action from Section 154.



Section 174(a) dso disposes of the contention that Count 111 should be dismissed because it is
barred by athree year datute of limitations. Section 174(a) dlows a corporation to makeadamaganst
its directors for up to 9x years after the date an unlanful dividend was paid. Sheffied filed its origind
complaint on July 10, 2003, and amended it on December 5, 2003. The Complaint states that the
challenged dividends were paid on December 8, 1997, January 2, 1998, and October 15, 1999. All of
these payments occurred within a period commencing Sx yearsimmediady prior to the filing of the origind
and amended complaints.

The Court therefore concludes that Count 111 of the Complaint states a dam againgt Karol and
Ackermanunder Delaware law for recovery of the amount of improperly authorized dividendsand that the
Complaint does not establish on its face that the claim is barred by the statute of limitations. Accordingly,
the Motion is denied asto Count I11.

B. Count 1V (Improper Dividends - Shareholders)

InCount IV, Sheffidd seeksto recover the dleged unlanfully paid dividendsfromthe shareholders
who received them (that is, Karol, Ackerman and HMK) under Delaware common law. In seeking to
dismissCount IV, Defendants again assert that Section 154 does not create aprivateright of actioninfavor
of a corporation againg shareholders. As explained above, however, the Court does not interpret the
Complaint to assume that a privateright of actionarisesfrom Section154. Paragraph 40 of the Complaint
clearly indicates that Sheffield relies upon Delaware common law as the bagis for its clam- Section 154

is cited for the purpose of defining what congtitutes surplus and net profits from which dividends may be

legally pad.



Defendants also argue that Delaware law does not authorize recovery of illegd dividends from
shareholders unless the shareholders are guilty of bad faith in accepting such dividends, citing PHP

Liquidating, LLC v. Robbins, 291 B.R. 603 (D.D€l. 2003). The PHP case supports Sheffidd's

assertionthat shareholders may be held ligble to the corporationfor the amount of unlanful dividends under
Deaware commonlaw and it dso supports Defendants positionthat shareholders may be hed lidble only
if the shareholder had notice that such dividends were unlawful. In PHP, the issue waswhether the certain
creditors could recover from shareholders who received corporate assets through an unlawful stock
redemption. Andogizing the unlawful stock redemption to the payment of unlawful dividends, the PHP
court stated—

In [1R. Franklin Balotti & Jese A. Finkelstein,] The Delaware Law of Corporations

and Business Organizations, [§ 5.32 (3d ed. 2002)], the authors state that “ [t hereis no

statute imposing liability on stockhol derswho recaive unlanvful dividends.” Smilarly, there

is no datute imposing liability on stockholders who receive payments for unlawful stock

redemptions. Nonetheless, Section 174(c) of the [Delaware Generd Corporation Law]

grants directorsfound ligble for unlawful stock redemptions the right “to be subrogated to

the rights of a corporation againgt stockholders who recelved . . . assetsfor the sale or

redemptionof their gock with knowledge of factsindicating that such. . . redemptionwas

unlawful. ...” 8 Del.C. 8§ 174(c)(2002). “This suggests that the shareholder will be held

lidhle for any amount received by him but only if he had notice that the dividend was

unlawful.” The Delaware Law of Corporations and Business Organizations, supra,

§5.32. Stated another way, shareholder liability requires bad faith. Thus, stockholders

who redeem their stock in good faith are not ligble to the corporation.
Id. a 608. Section 174(c) likewise grants directors who are liable for the declaration and payment of
unlawful dividendstheright “to be subrogated to the rights of the corporation againgt stockholders who
received the dividend on . . . their stock with knowledge of facts indicating that such dividend . . . was
unlawful under thischapter.” Del. Code Ann. tit. 8, 8 174(c). By granting directorsaright of subrogation

“to the rights of the corporation againg stockholders,” the statute acknowledgesthat a corporationhasthe

10



right to recover unlawful dividends from stockholders. If corporations did not have such rights, the
provision granting directors subrogation would be meaningless? Although it is clear that Section 174(c)
dlowsdirectorsto recover only fromshareholdersthat had knowledge of factsindicating that the dividend
was unlawful, it is not clear that the corporation’ s right to recover from shareholdersis so limited.

Other courts have recognized acorporation’ scommonlaw right to recover unlawful dividendsfrom

shareholders. See Weinmanv. Fddity Capital Appreciation Fund (In re Integra Realty Resources, Inc.),

198B.R. 352, 365 (Bankr. D. Colo. 1996) (gpplying Delawarelaw) (corporationhasacommonlaw dam

agang any shareholder who knowingly received an unlawful dividend). Cf. Stanleyv. Brock (Inre Kettle

Fried Chickenof America, Inc.), 513 F.2d 807, 813-14 (6™ Cir. 1975) (applying Dlaware law) (the fact

that a Delaware statute provides cause of action agang directors for authorizing an unlawful stock
repurchase or dividend does not preclude recovery directly from shareholders under a common lawv
theory).

The Court concludesthat a corporation may assert a clam under Delaware common law againgt
a shareholder who received an unlawful dividend. It is not clear to the Court whether bad faith is an

dement of the dam which must be dleged, or good faith is an afirmative defense, which need not be

2The Court in PHP dismissed claims against former shareholders who received corporate assets
onaccount of an unlawful redemptionof stock because (1) the dams were asserted by individud creditors
of the corporationrather thanby the corporation itself or its successor or trustee and (2) the shareholders
redeemed their shares through brokers and there was no allegation that the shareholderswere aware that
PHP’ scapita wasimpaired, and therefore the court concluded that the sharehol dersredeemedthar shares
in good faith. PHP, 291 B.R. 608-09. Apparently, the fact that the shareholdersacted in good faith was
evident from the face of the complaint.

11



pleaded.® For the purpose of this motion, the Court will assume that some element of knowledge of
Sheffidd sfinancid condition, actud or imputed, on the part of ashareholder, isrequired to Sate aclam
for recovery of unlanvfully paid dividends. However, it is not necessary that Sheffield use any “magic
words’ to plead bad faith. Under the notice pleading stlandard imbedded in Rule 8 of the Federal Rules
of Civil Procedure, Sheffield need only make “‘a short and plain satement of the dam’ that will give the
defendant far notice of what the plaintiff’s claim is and the grounds upon which it rests. The illudretive
forms gppended to the Rules plainly demondtrate this. Such smplified ‘ notice pleading’ is made possible
by the liberal opportunity for discovery and the other pretrial procedures established by the Rules to
disclose more precisdy the basis of both dam and defense and to define more narrowly the facts and
issues. . .. The Federd Rulesrgect the approach that pleading is agame of skill inwhichone misstep by
counsal may be decigve to the outcome and accept the principle that the purpose of pleadingisto feacilitate

aproper decisononthe merits.” Conley v. Gibson 355 U.S. 41, 47-48 (1957) (citation omitted). Rule

9 of the Federa Rules of Civil Procedure, made gpplicable to this proceeding by Bankruptcy Rule 7009,
does not require that dlegaions of knowledge, intent or other conditions of the mind be supported by
particular facts at the pleading stage—instead, “condition[s] of the mind of a person may be averred
generdly.” Fed. R. Civ. P. 9(b).

A liberd reading of the Complaint, taken asawhole and in the light most favorable to Sheffield,

dlowsthe Court to reasonably infer that Karol, Ackermanand HMK knew or should have known that the

3The author of Fletcher Cyclopedia of the Law of Private Corporations assumes that good faith
is an afirmative defense that must be raised by a defendant shareholder in an action to recover unlawful
dividends. WiLLIAM MEADE FLETCHER, FLETCHER CYCLOPEDIA OF THE LAwW OF PRIVATE
CORPORATIONS 88 5422-23 (rev. 2004).
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negativefinancid postion, as dleged by Sheffidd, precluded the lanvful payment of dividends. Asagenera
rule, “directors and officers of a corporation are presumed to know the financid condition of the
corporation, and if they accept unlawful dividends as shareholders, the dividends may be recovered by the
corporation.”  WILLIAM MEADE FLETCHER, FLETCHER CYCLOPEDIA OF THE LAW OF PRIVATE
CORPORATIONSS 5426 (rev. 2004). The Complaint dlegesthat Karol and Ackerman, asdirectors, were
grosdy negligent or reckless in authorizing the dividends when no surplus or net profits existed, and that
unlawful dividends were paid to (and accepted by) themsdvesor in the case of HMK, acompany within
Karol’s “control.” Complaint, {54, 58. The Court can reasonably infer that as directors with duties to
exerciseduecareand to be wdl informed, Karol and Ackermanknew or should have known of Sheffidd’'s
negative financid condition before declaring dividends and that such knowledge could be imputed to
themsdlves and HMK as shareholders receiving the dividends* The Court therefore concludes that the
Complant states a clam under Delaware common law againgt Defendants as shareholders for recovery
of unlawfully pad dividends.

Hndly, Defendants assert that with respect to the dividends paid in 1997 and 1998, Sheffidd's
damfor recovery of suchdividendsfromshareholdersisbarred by athree year satute of limitations, citing
Del. Code Ann. tit. 10, § 8106. Section 8106 states—

No action to recover damages for trespass, no action to regain possession of persona
chattels, no action to recover damages for the detention of persond chattels, no action to

“The Complaint does not articul ate the meansby whichK arol had “ control” over HMK,, but taking
the Complaint inthe light most favorable to Sheffield, the Court assumes that Karol directed the corporate
conduct of HMK, ether as a controlling shareholder or director. In any event, for the purposes of this
motion to dismiss, the Court imputes Karol’s knowledge to HMK by virtue of his dleged “control” of
HMK.

13



recover adebt not evidenced by arecord or by an instrument under sedl, no action based

on adetailed statement of the mutual demands in the nature of debit and credit between

partiesarisng out of contractual or fiduciary relaions, no action based on apromise, no

action based on a statute, and no action to recover damages caused by an injury

unaccompanied withforce or resulting indirectly fromthe act of the defendant shall

be brought after the expiration of 3 years from the accruing of the cause of such

action; subject, however, to the provisons of 8§ 8108-8110, 8119 and 8127 of thistitle.
Ddl. Code Ann. tit. 10, § 8106 (*“ Section 8106”) (emphasis added). Defendants contend that Delaware
courts consder the nature of the claim being asserted and the nature of the remedy sought in determining
whether Section8106 applies to any particular clam and that courts have imposed a three year limitation
on actions seeking damages in shareholder derivaive actions, on dams for accounting which seek the
recovery of money, and on common law dams of mismanagement and breach of fiduciary duty.
Defendants Brief at 11-12. For the purposes of this motion, the Court will assume that Section 8106

supplies the time limitation in which a corporation may file suit to recover an unlanvful dividend from a

shareholder. See, eg., Kahnv. Seaboard Corp., 625 A.2d 269, 271, 277 (Dd. Ch. 1993) (Section8106

is gpplicable to clam againgt afiduciary for wrongful sdf-deding).

Reying on Bovay v. H.M. Byllesby & Co., 38 A.2d 808 (Ddl. 1944) and its progeny, Sheffidd

contends that Delaware law provides for equitable tolling of the Statute of limitations in cases where
defendants are dleged to have breached fiduciary duties by engaging in sdf-dedling and sdf-enrichment,
and therefore factua issues preclude dismissa as amatter of law on statute of limitations grounds in such
cases. Sheffield's postion iswell supported.

A comprehensive and persuasive analyss of the current state of Delaware law on equitable tolling

insuchcircumstancesis set forth in Niehoff v. Maynard, 299 F.3d 41 (1% Cir. 2002) (applying Delaware

law). InNiehoff, the court found that clams for breach of fiduciary duty were governed by Section 8106
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and that generdly, “[a]bsent concedment or fraud, a cause of actionaccrues at the moment of the wrongful
act, even if the plantiffs areignorant of thewrong.” 1d. a 48. The court found that the facts of the case
would have barred plaintiffs from recovering due to the lapse of the satute of limitations unless tolling the
datute was appropriate. See id. Defendant Maynard was a fiduciary—this fact “not only ha[d]
consequences regarding the subgtantive duty owed to the plaintiffs, but aso hgld] ramifications for the
tolling andyss” 1d. The Niehoff court beganits review by turning to Bovay, supra, the Delaware case
semind in the development of equitable tolling of claims againgt corporate actors who engage in sdf-
deding. In Bovay, the Delaware Supreme Court stated—

Sound public policy requiresthe acts of corporate officersand directorsindeding withthe
corporation to be viewed with a reasonable strictness. Where auit is brought in equity to
compd them to account for loss or damage resulting to the corporation through passive
neglect of duty, without more, the argument that they ought not to be deprived of the
benefit of the statute of limitations is not without weight; but where they are required to
answer for wrongful acts of commission by which they have enriched themsdvesto the
injury of the corporation, a court of conscience will not regard such acts as meretorts, but
as serious breaches of trugt, and will point the mora and make clear the principle that
corporate officers and directors, while not in gtrictness trustees, will, in such case, be
treated as though they were in fact trustees of an express and subsisting trust, and without
the protection of the atute of limitations, especialy where insolvency of the corporation
isthe result of their wrongdoing.

Niehoff, 299 F.3d at 48, quoting Bovay, 38 A.2d at 820. Since Bovay, the stark principle that sdf-
dedling corporate actors may never invoke the passage of time as a defense to clams has been limited and

refined by Delaware courts. InHapernv. Barran, 313 A.2d 139 (Ddl. Ch. 1973), the court summarized

the status of equitable tolling as follows—

The statute of limitations gpplies to derivative actions which seek recovery of damagesor
other essentidly legd rdief; however, in extraordinary cases whichinvolve, asaminmum,
dlegaions of fraudulent sdf-dedling, the benefit of the statute will be denied to those
corporate officers and directors who profited persondly from their misconduct.
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Id. at 142 (quoted in Niehoff, 299 F.3d at 49). In addition to profiting from improper sdf-dedling, a
corporate actor’s statute of limitations defense may be aso equitably tolled during the time the actor
fraudulently concealed such wrongdoing. “ Specificaly, ‘[w]here there has been fraudulent concea ment
from aplaintiff, the satute is sugpended only until his rights are discovered or until they could have been
discovered by the exercise of reasonable diligence’” Niehoff, 299 F.3d at 49, quoting Halpern, 313 A.2d
at 143.

In Kahn v. Seaboard Corp., 625 A.2d 269 (Dd. Ch. 1993), the court confirmed that self-dedling

and fraudulent concealment are separate and independent grounds for the equitable talling of the Satute
of limitations. In Kahn, the court found that stockholder plantiffs had a right to rely on the good faith of
the defendant directors with respect to managing the corporation’s property.
Since trust and good faith are the essence of this reationship, it would be corrosve and
contradictory for the law to punish reasonable reliance on that good faith by applying the
statute of limitations woodenly or autometically to aleged salf-interested violations of trust.
It does not, in my opinion, do so. Reasonable reliance upon the competence and good
fath of others who have assumed legd responghilities towards a plaintiff have not
infrequently been held sufficient to tall the running of an gpplicable Satute of limitations.
Id. at 275. Based upon thisline of cases, the Niehoff court held thati—
Delaware courts have specified two specific setsof circumstancesthat can trigger equitable
taling. Inthefirg, afiduciary ischarged with unfair sf-dedling; in the second, adefendant
fraudulently concedls facts that are essentid to the plaintiff’ s cause of action.
Niehoff, 299 F.3d at 50 (citation omitted). “[A] limitations period may be tolled absent dlegations of
dfirmative acts of concedment by the defendants, where the parties to thelitigation and in afiduciary
relationship to each other and where the plaintiff aleges sef-deding.” Niehoff, 299 F.3d at 51, quoting

Litman v. Prudential-Bache Properties, Inc., 1994 WL 30529 at *3 (Del. Ch. Jan. 14, 1994).
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Incaseswhere dlegations inaplaintiff’ scomplaint establishpotential grounds for equitable talling,
a court must balance the equitiesto determine whether tallingis appropriate. Niehoff, 299 F.3d at 51. In
cases of dleged sdf-deding, “[p]lantiffs can benefit from talling until such point as other equitable
congderations (in the nature of laches) preclude them from recovering. Such congderations include
whether the plaintiff faled to act promptly upon learning of the fiduciary’ swrongdoing and/or whether the
plantiff’ sfalure to discover the wrongdoing was unreasonable” Id. Further—

[A] plantiff who is duped by a fiduciary is given far more leeway than a plantiff who is

victimized by someone in an arm'’s length transaction. If the plaintiff candemonstrate that

the defendant was afiduciary who engaged in wrongful salf-dedling, the test for equitable

tolling issatisfied. The decison to tall the running of the limitations period, as well asthe

decisonover howmuchtallingisequitable inany particular case, iscommitted, withinwide

limits, to the discretion of thetrid judge.
Id. at 52.

Thus, where a complaint stisfies the dements of a prima facie case for equitably talling— i.e.,
it contains alegations of sdlf-dedling for profit by a fiduciary—it is ordinarily inappropriate to summearily

dismissacdam as unimdy under an otherwise applicable statute of limitations pursuant to Rule 12(b)(6)

of the Federal Rules of Civil Procedure. See, eq., Laventhol, Krekstein, Horwath & Horwath v.

Tuckman, 372 A.2d 168, 170 (Dd. 1976) (dlegations in complaint that directors engaged in fraudulent
sdf-dedling satisfied the minimum requirements of equitable tolling to preclude dismissa on statute of
limitations grounds). In such cases, the resolution of a defendant’s statute of limitations defense and the
plantiff’s counter-defense of equitable talling requires factua development and a full presentation of
evidence rdevant to the equities that must be assessed and balanced. Under the liberd rules of notice
pleading, aplantiff isnot required to state dl the evidenceit would present in support of its equitable tolling
cam in the complant.
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Inthis case, Sheffidd alegesthat Karol and Ackermanwere directorsof Sheffield, fromwhichthe

Court may legdly conclude that they owed fiduciary dutiestoward Sheffidd. See Mdone v. Brincat, 722

A.2d 5, 10 (Dd. 1998).> Sheffidd dso dleges the fiduciaries engaged in unlawful saf-dedling in both
declaring and accepting illegd dividends, which under certain circumstances condtitute breaches of the
duties of loydty and due care. Thusthe Complaint states facts sufficent to advance an equitable talling
argument that could, depending uponthe evidence and the equities, defeat Karol and Ackerman’s statute
of limitationsdefense. Accordingly, asto Karol and Ackernman, Count IV withstandsamotion to dismiss®

Whether HMK’ s satute of limitations defense is subject to equitable tolling is a harder question.
HMK occupied the pogition of shareholder, but was not a director and thus was not afiduciary, nor did
it engage in sAif-deding by declaring adividend payableto itsdlf. Delaware law recognizes that a non-
fiduciary may be jointly and severdly lidble for a fiduciary’'s breach of duty (such as unjudtifiable sdif-

deding) if the non-fiduciary participated in or aided and abetted the breach. See Laventhal, Krekstein,

5 The directors of Delaware corporations stand in afiduciary rdaionship
not only to the stockholders but aso to the corporations upon whose
boards they serve. The director's fiduciary duty to both the corporation
and its shareholders has been characterized by this Court as atriad: due
care, good fath, and loydty. That triparte fiduciary duty does not operate
intermittently but is the constant compass by whichal director actions for
the corporation and interactions with its shareholders must be guided.

Maone, 722 A.2d at 10 (footnotes omitted).

The court in Kahn v. Seaboard Corp., 625 A.2d 269 (Del. Ch. 1993), dismissed a plaintiff's
damwithleave to amend to plead more facts to establish the right to invoke equitable tolling. ThisCourt
believes, however, that dismissal isnot appropriate since equitabl e tolling depends uponabaancing of the
equities, requiring Sheffield to anticipate a the complaint sage matters Defendants may or may not assert
in their favor inorder to dlege factsto negate or counterbalance such matters, a process inconsistent with
notice pleading and more appropriate for trid. The Court concludes that the Complaint, as it currently
stands, does not establish on its face that Count 1V is barred by the statute of limitations.
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Horwath & Horwath v. Tuckman, 372 A.2d 168, 170 (Del. 1976); Jackson Nat'l Life Ins. Co. v.

Kennedy, 741 A.2d 377, 386 (Dd. Ch. 1999); NLL Indudtries, Inc.v. MAXXAM, Inc., 1997 WL 187317
a *12 (Dd. Ch. April 4, 1997) (“equitable talling doctrine applies to clams againgt a disnterested party
who congpires with a sdf-dedling fiduciary to defraud the beneficiary™).

To stateadam againg anon-fiduciary third party for aiding and abettingabreachof fiduciary duty,
the following eements must be dleged: (1) the existence of a relationship between the plaintiff and a
fidudary, (2) abreach of the fiduciary'sduty, (3) knowing participation in that breach by the non-fiduciary
third party, and (4) damages to the plaintiff resulting from the concerted action of the fiduciary and non-

fidudary. SeelnreeBay, Inc. ShareholdersLitigation, 2004 WL 253521 at *5 (Dd. Ch. Feb. 11, 2004);

JacksonNat'| Life, 741 A.2d at 386; Nufarmv. RAM Research, 1998 WL 668648 a *4 (Dd. Ch. Sept.

15, 1998); Gilbert v. El Paso Co., 490 A.2d 1050, 1057 (Ddl. Ch. 1984). A shareholder that accepts

payment of a dividend with knowledge that payment of suchdividend was unlanvful has participated in the

director’ shreach. According toLaventhol, non-fiduciarieswho “knowingly join afiduciary inanenterprise

which congtitutes a breach of hisfiduciary duty of trust arejointly and severdly lidble for any injury which

results.” Laventhol, 372 A.2d at 170 (citation omitted). Because, in suchacase, the fiduciariesand non-

fiduciaries “ stand in the same podition under the principles of law governing the merits of the complaint, .
.. thereis, therefore, no reasonwhy the principlesof law governing gpplicability of the Satute of limitations
[induding equitable tolling] should not gpply in like manner.” Id. at 170-71.

Sheffield has pleaded thet (1) Karol was adirector of Sheffield with fiduciary duties (Complaint,
152, 53); (2) Karol breached hisfiduciary duties by authorizing and declaring improper dividends and

causing them to be paid to HMK (Complaint at 11141, 58); (3) that Karol *“ controlled” HMK (Complaint,
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158); and (4) Sheffidd was damaged to the extent of the unlanvful dividend (Complaint, 141, 42). Agan,
the Court will indulge Sheffidd, asit mug, in assuming that under Karol’ scontrol, HMK inherited Karol’'s
knowledge, actua or congructive, of the illegdity of the dividend. The Complaint, construed liberdly,
dleges dl the dements for imposing liahility for breaching a particular fiduciary duty (knowingly accepting
payment of anillegd dividend) toanon-fiduciary under Delawarelaw. Accordingly, pursuant to Laventhol,
a this stage, Sheffidd is entitled to assert an equitable talling defense to HMK' s gatute of limitations
defense, and dismissd is premature.’

C. Count VII (Breach of Fiduciary Duty)

In Count V11, Sheffidd dlegesthat asdirectors, Karol and Ackerman owed to Sheffield duties of
loydty, honesty and care in conducting the affairs of Sheffidd (Complaint, 152), that Karol and Ackerman
had an obligationto discharge these fiduciary duties in good faith and with the diligence, care and kill that
an ordinary prudent person would exercise in the same or Smilar circumstances (Complaint, 53), that
Karol and Ackermanweregrossy negligent or recklessin authorizing dividend paymentsto themsdvesand
HMK when Sheffidd did not have adequate surplus or net profits (Complaint,  54-55), and therefore
Karol and Ackerman violated their fiduciary duties toward Sheffield (Complaint, 1 54).

Alsoinsupport of itsbreach of fiduciary duty daim, Sheffidd dleges “ upon informationand belief”

that Sheffidd was insolvent at the time the dividends were declared and paid, or that Sheffield became

"The Court notes that in its Complaint, Sheffield has not asserted a separate affirmative claim
againg HMK for aiding and abetting Karol and Ackerman’s aleged breaches of fiduciary duty and does
not seek damagesfromHMK under that theory. At thispoint, the Court only concludesthat the Complaint
dlegesfacts auffident to support Sheffidd’ sargument that becauseof HMK'’ scloseassoci ationwithKaral,
HMK'’ s datute of limitations defense againg Sheffied’'s daim for recovery of unlawful dividends may be
subject to equitable tolling and therefore should not be summarily dismissed.
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insolvent as aresult of the payment of the dividends and that paying dividends while insolvent was grossy
negligent or reckless behavior by Karol and Ackerman (Complaint, 1 56). Sheffidd further aleges that
falingto insurethat Sheffield complied with Delaware law in paying dividends was a breach of Karol and
Ackerman’s fiduciary duties (Complaint, 1 57). Findly, Sheffidd aleges that Karol and Ackerman’s
payment of unlavful dividendsto themsdvesand to HMK breached their duties of good faith, loyaty and
due care (Complaint, 158). Sheffield seeks to recover thefull amount of the dlegedly unlawfully declared
dividends- $12,500,000-plus interest from each of Karol and Ackerman for violating duties a director
owes to a corporation (Complaint, 1 59).

Karol and Ackerman seek to dismiss Count VII on two grounds: (1) that the claim is barred by
the three year statute of limitations imposed by Section8106, and (2) that dlegations of insolvency made
“upon information and belief” are not sufficient to state an actionable clam. Defendants' Brief a 14-15.

Because the Court has aready concluded that the Complaint states facts suffident to advance
Sheffidd' sargument that daims againgt Karol and Ackerman as fiduciaries may be subject to equitable
talling, whichcould, depending upon the evidence and the equities, defeat Karol and Ackerman’s statute
of limitations defense, dismissd of Count VII on statute of limitations groundsis not gppropriate for the
same reasons, s&t forth above, that Count 1V will not be dismissed.

With respect to Karol and Ackerman’s argument that dlegations made “upon information and
beief” areinadequateto state factsin support of anecessary dement of acam, the Court need not decide

whether Sheffidd's “information and belief” dlegation of insolvency dooms Count V11 because with or
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without the alegation of insolvency,® Sheffild has stated a daim for breach of fiduciary duty. Sheffield
alegesthat Karol and Ackerman were directors of Sheffield, from which the Court may legdly conclude
that they owed fiduciary duties toward Sheffield, including the duties of good fath, loyalty and due care.

See Mdonev. Brincat, 722 A.2d 5, 10 (Dd. 1998). Sheffidd dlegestha these fiduciaries engaged in

unlawful salf-dedling by paying dividends to themselves and their afiliates when Sheffidd did not have a
aurplus or net profits (as those terms are defined by Delaware law) and therefore such payments were
made outsidethe parameters of permissible dividends under Delawvare law. The concept of “insolvency”
is not relevant to the issue of the legitimacy of authorizing dividends-the rdevant inquiry is whether the
corporation had a“ surplus’ or “net profits.”

The Court recognizes that under the business judgment rule directors of a Delaware corporation
are entitled to apresumptionthat their actions were made in good faith and with due care. See McMullin
v. Beran, 765 A.2d 910, 916 (Dd. 2000) (the business judgment rule "is a presumption that in making a
busi ness decision the directors of acorporationacted onaninformed basis, ingood faithand in the honest

belief that the actiontakenwasin the best interests of the company,” quoting Aronsonv. Lewis, 473 A.2d

805, 812 (Dd. 1984)). Allegations of self-dedling disrupt the usua presumption thet directorshave acted
withreasonable bus nessjudgment however; only disinterested directors may benefit fromthe presumption

of good fath and due care bestowed by the busness judgment rule. See Gottlieb v. Heyden Chemica

Corp., 90 A.2d 660, 663 (Dd. 1952) (where sdf-deding isdleged, the burden shiftsto directorsto prove

“not only that the transaction was in good faith, but o thet its intringc fairness will withgand the most

8 nany event, the Court notes, as Sheffield points out, that paragraph 17 of the Complaint alleges
without reservation that Sheffield was insolvent at the time the dleged unlawful dividends were paid.
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searching and objective andysis”); Strougo v. Scudder, Stevens & Clark, Inc., 964 F. Supp. 783, 802
(SD.N.Y. 1997) (“aproper dlegation that a director has an interest in an action creates a prima facie
case that the director did not act in good faith”). Thus, a complaint aleging tha directors transacted
business on behdf of the corporationthat resulted intheir persona enrichment is sufficient to Sate a cause
of action for breach of such interested directors dutiesof good faithand loydty, and it isincumbent upon
the directors to prove that the transaction was fair to the corporation.

In addition to dlegations of sdf-deding, Sheffidd aleges that Karol and Ackerman acted in a
grogy negligent or reckless manner in causing the unlawful payment of dividends. As a component of its
duty of care, adirector must exercise“informed businessjudgment” in entering into transactions on behaf

of acorporation. See McMillan v. Beran, 765 A.2d 910, 921 (Del. 2000).

[T]o invoke the [business judgment] rule's protection directors have a duty to inform
themsdlves, prior to meking a business decison, of al materia information reasonably
avalable to them. Having become so informed, they must thenact withrequisitecareinthe
discharge of their duties. While the Delaware cases use a variety of terms to describe the
goplicable standard of care, our analys's satisfies us that under the businessjudgment rule
director lighility is predicated upon concepts of gross negligence.
Aronson, 473 A.2d at 812, overruled on other grounds. Sheffidd's caim that Karol and Ackerman
acted with gross negligence or recklessnessinfalingto informthemsel ves of Sheffidd' sfinancid condition
(or by declaring dividends in spite of Sheffied's financid condition), and that such negligence or
recklessness resulted in the payment of unlawful dividends, is sufficient to Sate a clam that Karol and
Ackerman violated their duties as directors to exercise due care in acting on behdf of Sheffield.
The Court therefore concludesthat Court V11 of the Complaint statesadamfor various breaches

of fiduciary duties and withstands Defendants motion to dismiss.
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VI. Conclusion
For the reasons stated above, the Motion is denied.

SO ORDERED this 27" day of August, 2004.

Lreon 7 s

DANAL. REASURE
UNITED STATES BANERUFPTCY JUDGE

24



